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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GALE, Judge: Respondent determ ned a deficiency in
petitioners’ 2005 Federal incone tax of $3,249 and an addition to

tax under section 6651(a)(1)?! of $53.

Unl ess ot herwi se noted, all section references are to the
I nt ernal Revenue Code of 1986, as in effect for the taxable year
in issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.
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After concessions,? the remnining issues for decision are:
(1) Whether petitioners are entitled to exclude from gross incone
$35, 000 that petitioner wife received pursuant to a settlenent of
several clains against her fornmer enployer, and (2) whether
petitioners are liable for an addition to tax under section
6651(a) (1) .

FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine the petition
was filed, petitioner husband resided in California and
petitioner wife resided in Mxico.

Petitioner Wfe's Lawsui t

During 2000, 2001, and 2002 petitioner wife worked as a
vineyard worker for RH Phillips, Inc. (Phillips), performng a
vari ety of tasks including pruning and tying vines, training new
pl ants, harvesting, and other agricultural tasks. 1n 2004
petitioner wife and three other femal e vineyard workers

(plaintiffs) sued Phillips, anong others, on several grounds in

2Petitioners concede that they failed to report $53 in
t axabl e wage i ncone and $1, 113 in taxabl e unenpl oynent
conpensation for 2005.
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the Superior Court for the State of California (lawsuit). Anmong
ot her counsel, the plaintiffs were represented in the |awsuit by
the law firm of Tal amantes, Villegas, Carrera LLP

The conplaint in the lawsuit listed the foll ow ng causes of
action: (1) Unlawful enploynent discrimnation based on sex, (2)
unlawful failure to prevent harassnent, (3) unlawful failure to
prevent discrimnation, (4) retaliation for opposing enpl oynment
di scrimnation, (5) aiding, abetting, and inciting
discrimnation, (6) msrepresentation preventing forner enployee
from obt ai ni ng enpl oynent, (7) wongful termnation/failure to
rehire in violation of public policy, (8) failure to pay m ni num
wages, (9) |iquidated damages for failure to pay m ni nrum wages,
(10) failure to provide rest periods, (11) failure to provide
meal periods, (12) failure to provide enployees with necessary
and required tools and equi pnent, and (13) restitution and
injunctive relief on the grounds of, inter alia, |oss of noney,
| oss of property, and personal injuries attributable to Phillips’
failure to provide potable water at the worksite or adequate
restroom breaks. The conpl aint does not allege that enotional
distress resulted fromthe all eged physical injuries but does
all ege that enotional distress such as anxiety and stress
resulted fromother grounds in the conplaint (e.g., enotional
distress attributable to unlawful enploynent discrimnation based

on sex).



Settl enent Agr eenent

On or around August 12, 2005, petitioner wife and the other
plaintiffs settled all of the grounds of the |lawsuit by entering
into a settlenent agreenent negotiated by their counsel and
counsel for Phillips. Pursuant to the settlenent agreenent,
Phillips paid $180,000 to an attorney-client trust established by
Tal amantes, Villegas, Carrera LLP and the plaintiffs agreed to
rel ease Phillips fromall clainms in the |awsuit and any ot her
clainms the plaintiffs m ght have against Phillips. The
settl enent agreenent stated that the $180,000 was paid “as
conpensation to the Plaintiffs for enotional distress damages
only and for attorneys’ fees”. The plaintiffs were all
nmonol i ngual Spani sh speakers. A declaration acconpanying the
settlement agreenent states that the settlenent agreenment was
orally translated into Spanish in the presence of the plaintiffs
and that the plaintiffs acknow edged that they understood the
transl ation of the settlenment agreenent.

In 2005 petitioner wi fe received $35,000 fromthe settl enent
agreenent through the attorney-client trust.

Petitioners’ 2005 Return

Petitioners received an extension of tinme until October 15,
2006, to file their 2005 Federal incone tax return. Petitioners
filed their 2005 return on Novenber 21, 2006. Petitioners did

not include in gross incone on their 2005 return the $35, 000 that
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petitioner wife had received pursuant to the settl enent
agreenent .

Noti ce of Deficiency and Petition

In a tinmely notice of deficiency, respondent determ ned that
t he $35,000 petitioner wife received pursuant to the settl enent
agreenent in 2005 was includable in petitioners’ gross incone for
that year and that petitioners were liable for an addition to tax
under section 6651(a)(1l) for the late filing of the return. In
their tinely petition, petitioners alleged, inter alia, that
during her work for Phillips petitioner wife suffered physical
injuries as a result of exposure to pesticides (nanely
respiratory damage, constant headaches, and | oss of vision) and
enotional distress (including nental trauma and nenory | 0sSs)
attributable to such physical injuries.

OPI NI ON

Unreported | ncone

We nust first decide whether petitioners must include in
gross income for 2005 the $35,000 that petitioner wife received
pursuant to the settlenent agreenent. Petitioners contend that
the settlenent is excludable fromgross incone under section
104(a)(2), which provides an exclusion fromgross incone for
damages recei ved on account of personal injuries or physical
si ckness. Respondent contends that petitioners are not entitled

to exclude the settlenment from gross incone under section
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104(a)(2), because the settlenent agreenent indicates that the
settl enment was not paid on account of personal physical injuries
or physical sickness.

Respondent’s determ nations in the notice of deficiency are
presunmed to be correct, and petitioners bear the burden of
proving that the determ nations are in error. See Rule 142(a);

Welch v. Helvering, 290 U.S. 111, 115 (1933).°

Section 61(a) provides that gross inconme neans all incone
from what ever source derived except as ot herw se provided.
Excl usions from gross inconme nust be narrowl y construed.

Comm ssioner v. Schleier, 515 U S. 323, 327-328 (1995); Kovacs v.

Commi ssioner, 100 T.C. 124, 128 (1993), affd. w thout published

opinion 25 F.3d 1048 (6th G r. 1994). One such exclusion is
found in section 104(a)(2), which provides that gross incone does
not include the anmount of any damages received (whether by suit
or agreenent and whether as |unp suns or as periodic paynents) on
account of personal physical injuries or physical sickness.

The requirenent that the injuries or sickness be physical
dates from 1996, when Congress anended section 104(a)(2) to add
that limtation. Effective generally for danages received after
August 20, 1996, in tax years ending after such date, damages for

enotional distress are not excludable fromgross inconme (1)

3Petitioners have not established that the burden of proof
has shifted to respondent with respect to any factual issue in
this case. See sec. 7491(a).
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unl ess the enotional distress is attributable to a personal

physi cal injury or physical sickness, or (2) except to the extent
t he damages do not exceed amounts paid for nedical care
attributable to enotional distress. See sec. 104(a) (flush

| anguage); Smal |l Business Job Protection Act of 1996, Pub. L

104- 188, sec. 1605, 110 Stat. 1755, 1838; see al so Lindsey v.

Conm ssi oner, 422 F.3d 684, 687-688 (8th G r. 2005), affg. T.C

Meno. 2004-113; NMayberry v. United States, 151 F.3d 855, 858 n.?2

(8th Cr. 1998).

When damages are received pursuant to a settl enment
agreenent, the nature of the claimunderlying the settl enent
agreenent, not its validity, controls whether a paynent is

excl udabl e under section 104(a)(2). United States v. Burke, 504

U S 229, 237 (1992); Bagley v. Conm ssioner, 121 F.3d 393, 395

(8th Cr. 1997), affg. 105 T.C 396, 406 (1995). The
determ nation of the nature of the claimis a factual inquiry and

is generally nmade by reference to the settlenment agreenent in the

Iight of the surrounding circunstances. Robinson v.

Comm ssioner, 70 F.3d 34, 37-38 (5th Cr. 1995), affg. in part

and revg. in part on another issue 102 T.C 116, 126 (1994),;

Knuckles v. Comm ssioner, 349 F.2d 610, 613 (10th G r. 1965),

affg. T.C. Meno. 1964-33. An express allocation in the
settl enment agreenent is generally binding for tax purposes

provi ded the agreenent was entered into by adversarial parties
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acting at armis length and in good faith. Bagley v.

Conmi ssi oner, supra at 396; Robi nson v. Conmi ssioner, supra at

37-38; Allumyv. Conm ssioner, T.C. Menp. 2005-177, affd. 231 Fed.

Appx. 550 (9th Cir. 2007). However, an express allocation wll
not be respected if it does not reflect the intent of the

parties. Bagley v. Conm ssioner, supra at 396; Del aney v.

Comm ssioner, 99 F.3d 20, 24 (1st Gr. 1996), affg. T.C Meno.

1995-378. The intent of the payor, and not the recipient, is
critical in determning the validity of an express allocation in

a settlenent agreenent. Robinson v. Conm ssioner, supra at 37;

Knuckl es v. Conm ssioner, supra at 613; Agar v. Conm ssioner, 290

F.2d 283, 284 (2d Cr. 1961), affg. T.C Meno. 1960-21; Metzger

v. Conmm ssioner, 88 T.C. 834, 847-848 (1987), affd. w thout

publ i shed opinion 845 F.2d 1013 (3d G r. 1988).

The petition alleges that petitioner wife was exposed to
pesticides during her work for Phillips and that she suffered
both physical injuries, including respiratory damage and
headaches, and enotional distress, including nental trauma and
menory |oss, as a result. However, there is no allegation of
harm caused by pesticides in the conplaint in the |lawsuit.
Accordingly, we find that the settlenent paynent could not have
constituted conpensation for any pesticide-related injury,

whet her physical or enotional.
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Petitioner husband testified that his wife suffered physical
injuries attributable to her work for Phillips and did not
under st and when she signed the settlenent agreenent that the
settlement was for enotional distress only (notw thstanding that
t he agreenent expressly so provided and was translated into
Spani sh for her). Respondent contends that the settlenent
paynment is not excludable frompetitioners’ gross incone because
it was not received on account of personal physical injuries or
physi cal sickness.

The conpl aint alleges that petitioner wife suffered personal
injury as a result of Phillips failure to provide potable water
at the worksite or adequate restroom breaks. The conpl aint does
not allege that the foregoing resulted in any enotional distress.
The settl enment agreenent expressly allocates the damages paid to
enotional distress and attorney’s fees. The settlenent agreenent
on its face, as well as other evidence in the case, establishes
that petitioner wife was represented by counsel when she entered
the settl enent agreenent.

We are persuaded by the evidence that the settlenent
agreenent was entered into by adversarial parties acting at arms
I ength and in good faith. Petitioner husband s contention that
his wife did not understand that she was receiving damges only
on account of enotional distress does not, in these

ci rcunst ances, persuade us that the settlenent agreenent fails to
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reflect the intent of the parties, given that petitioner wife was
represented by counsel. The fact that the settlenent agreenent
does not reference any physical injury (related to potable water,
restroom breaks, or otherw se) persuades us that there was no
intention to conpensate for physical injury.* Instead, the
settl enment agreenent evidences Phillips’ intent to pay damages
only for enotional distress (and attorney’s fees). In these
ci rcunst ances, we conclude that the allocation in the settl enent
agreenent controls.

Finally, there is no evidence that petitioner wife incurred
any expenses in 2005 for nedical care attributable to enotional
di stress.

Consequently, there is no basis to exclude any portion of
t he $35,000 from gross i ncone under section 104(a)(2). W
accordingly sustain respondent’s determ nation that petitioners
had unreported incone in that anount for 2005.

Section 6651(a)(1) Addition to Tax

Respondent determ ned a section 6651(a)(1) addition to tax
for failure to tinely file. As the parties have stipul ated that

petitioners’ 2005 return was filed on Novenber 21, 2006,

“As the conplaint did not even allege enotional distress
arising frominadequate access to potable water or restroom
breaks, we are satisfied that no portion of the settlenent could
have been conpensation for enotional distress attributable to
such claims. W note in this regard that the conplaint did
all ege enotional distress as a result of other allegations in the
conplaint (e.g., unlawful discrimnation based on sex).
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respondent has satisfied his burden of production wth respect to
the addition and petitioners are therefore |liable unless they can
establish reasonabl e cause for the late filing. See sec.

7491(c); Hi gbee v. Conm ssioner, 116 T.C 438, 446-448 (2001).

Petitioner husband testified that he filed | ate because he was
preoccupied with petitioner wife’s inmgration probl ens.
“Selective inability” to file a tinely tax return--i.e., while
attending to other matters--does not denonstrate reasonable

cause. Wight v. Commi ssioner, T.C Meno. 1998-224, affd.

wi t hout published opinion 173 F.3d 848 (2d Cr. 1999); see also

Bear v. Comm ssioner, 19 F.3d 26 (9th Gr. 1994), affg. w thout

publ i shed opinion T.C. Meno. 1992-690; Dustin v. Conm ssSioner,

467 F.2d 47, 50 (9th Cr. 1972), affg. 53 T.C. 491, 507 (1969);

Tabbi v. Conm ssioner, T.C. Mnob. 1995-463; Kenmerer V.

Conmi ssioner, T.C. Menp. 1993-394; Fanbrough v. Commi ssi oner,

T.C. Meno. 1990-104. Accordingly, we sustain respondent’s
inposition of an addition to tax under section 6651(a)(1).

To reflect petitioners’ concessions and the foregoing,

Deci sion will be entered

for respondent.




